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Recent events such as the Enron and
W orldCom corporate scandals and
the resulting Sarbanes-Oxley Act have
put a spotlight on CPAs’ roles as audi
tors of financial statements. Many of
the events have focused attention on
the im portance of auditor indepen
dence.
The independence issues related
to attest services may very well affect
CPAs who provide other types of ser
vices as well. Many practitioners affili
ated with full-service CPA firms pro
vide business valuation and litigation
services and may be affected to some
degree by the independence require
m ent for the audit, attestation, and
review practices within their firms.
RECENT EVENTS
In response to the recent business
and audit failures o f publicly held
companies, Congress enacted the Sar
banes-Oxley Act, resulting in formal
rules on Auditor Independence for
auditors of publicly held companies.
The Securities Exchange Commission
(SEC) issued the rules on January 28,
2003 ( w w w .se c.g o v /ru le s/fin a l.sh tm l) . As
quoted in the 148th Congressional
Record (S7351, S7364), Senator Sar
banes’s intent was to “draw a bright
line around a limited list of non-audit
services that accounting firms may not
provide the public com pany audit
clients because their doing so creates

a fundamental conflict of interest to
the accounting firms.” In order for
accounting firms to be independent,
firms must comply with a simple set of
principles that preclude them from:
• Auditing their own work.
• Functioning as a part of manage
m en t o r as an em ployee o f the
audit client.
• Acting as an advocate for the audit
client.
• Serving as a prom oter of the com
pany stock or other financial inter
ests.
Included am ong the proh ib ited
services to p ublic com pany a u d it
clients were (1) appraisal or valuation
services, fairness opinions, or contri
bution o f in-kind reports, and (2)
legal services an d e x p e rt services
unrelated to the audit.
O n M arch 19, 2003, the AICPA
Professional Ethics Executive Com
m itte e issued an E x p o su re D raft
that proposed a revision of Interpre
tation 101-31 dealing with A uditor
In d e p e n d e n c e u n d e r Rule 101 of
the Code of Professional Conduct.
T he revision to this in terp retatio n
was proposed by the Com m ittee to
e n su re th e s ta n d a r d ’s c o n tin u e d
effectiveness in prom oting indepen
d e n c e w hen a CPA re n d e rs n o n attest services to an attest client. In
addition, the proposal included revi
sions to th e stan d ard on business

1 AICPA E xpo su re D raft, Omnibus Proposal o f Professional Ethics Division Interpretations and Rulings, M arch 19, 2003.
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valuations, which was prim arily in
response to similar independence
changes made by the International
Federation of Accountants (IFAC).
As a m e m b e r o f th e IFAC, th e
AICPA is o b lig ated to have stan 
dards th at are n o t less restrictive
than those of the IFAC. Among the
elem ents of the AICPA’s proposed
revision would be a modification to
recognize that engagem ents may be
subject to in d ep en d e n ce rules of
other regulatory bodies (that is, the
SEC, GAO, or others) and to fur
th e r clarify th e g e n e ra l re q u ire 
m ents for p erfo rm in g n o n -attest
serv ices fo r a tte s t c lie n ts . T h e
requirem ents include:
1. The CPA shall not perform man
agement functions or make man
agem ent decisions for the attest
client.
2. T he c lien t m ust ag ree to p e r
fo rm sig n ific a n t fu n c tio n s in
co n n ectio n with the non-attest
en g ag em en t in cluding m aking
all m anagem ent decisions, p er
form ing all m an agem ent func
tions, designating a co m petent
employee to oversee the services,
e v a lu a tin g th e a d e q u a c y an d
resu lts o f services p e rfo rm e d ,
accepting responsibility for the
results of the services, and estab
lishing and m aintaining internal
con tro ls in clu d in g m o n ito rin g
activities of the engagem ent.
3. The CPA shall establish and docu
m ent in writing the understand
ing with the client regarding the
e n g a g e m e n t an d re sp ectiv e
responsibilities.2

The requirem ents established in
paragraph 2 place a burden on the
CPA to d o cu m en t th at the client
accepts responsibility for the nonattest service. Even more important,
the client must assume a significant
ro le in th e e n g a g e m e n t an d the
related conclusions. CPAs who pro
vide litigation and dispute resolution
services or valuation services to attest
clients should be familiar with these
general requirem ents. The revised
interpretation clearly requires that
the client agree to accept responsi
bility and evaluate the results of the
application (the use) o f the nonattest work. Although the client does
not need to participate in the litiga
tion and dispute resolution or valua
tion process, the general req u ire
m ents do re q u ire th a t th e clien t
evaluate and accept responsibility for
the non-attest work.
The final revised interpretation is
expected to have a transition period.
In this event, the revised interpreta
tion would not be effective immedi
ately for existing non-attest engage
ments.
S pecifically a d d re sse d in th e
revised Interpretation is a discussion
o f valuation services provided to
attest clients; however, unlike the
SEC R ule, no d iscu ssio n was
included for expert services. At the
time of the writing of this article, the
proposed change to the interpreta
tion was undergoing final review by
the Professional Ethics Executive
Committee. The final interpretation
is expected to be issued in the Fall of
this year.

The en actm ent of th e SarbanesO xley a c t has p ro m p ted som e
s ta te s to follow su it, proposing
sim ilar restrictive legislation. To
help members keep up to date on
such proposals, the AICPA posts to
its Web site the latest proposals in
each state. To find out w hat leg
islative activity may be happening
in your s t a t e , v is it th e “2 0 0 3
Overview of A ccounting Reform
S ta te

L e g is la t iv e

A c t iv it y ”

( www.aicpa.org/downioad/statelegis/state_acctg
_ re fo rm _ le g isla tio n .p d f). Y o u ’ ll find a
summary of each bill proposed.

IMPACT ON LITIGATION AND DISPUTE
RESOLUTION SERVICES
In the past, practitioners justifiably
looked to the issues of Integrity and
Objectivity (AICPA ET § 102) as the
primary guidance as to whether an
expert service could be rendered for
an attest client. With the publication
of the SEC Rule on A uditor In d e
pendence and the probable imple
mentation of the proposed Interpre
tation 101-3, the CPA who intends to
provide a litigation or dispute resolu
tion service to an attest client should
tread carefully. If the attest client is a
publicly h eld com pany, th e CPA
sh o u ld look to th e SEC Rule on
Auditor Independence. If the attest
client is n o t a publicly held com 
pany, the CPA should d eterm in e
how the client would comply with
paragraph 2 of the General Require
ments established by Interpretation
101-3 (see above). Given the require
m ents of p arag rap h 2 o f the pro-

2 AICPA Exposure Draft.
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posed Interpretation 101-3, the CPA
may th in k th at re te n tio n by legal
counsel for the attest client (in lieu
of the attest client) may suffice. The
SEC concluded, however, that such a
relationship does n o t comply with
the Rule on Auditor Independence.
For guidance concerning provid
ing litigation or dispute resolution
services to an attest client, see the
“Q&A” sidebar at right. These sidebar discussions encom pass various
issues in addition to independence.
Unlike many other services pro
vided by CPAs, the Courts may also
actively participate in evaluating the
integrity, objectivity, and indepen
dence of CPAs providing litigation
or dispute resolution services. What
impact the Courts’ role will have on
this scope o f services is currently
unknown. CPA firms who provide lit
igation or dispute resolution services
for audit, attest, and review clients
should carefully evaluate w hether
those litigation or dispute resolution
services im p air a u d ito r in d e p e n 
d e n c e a n d d e c id e ca refu lly an d
deliberately whether to proceed with
a litigation or dispute resolution ser
vice for an attest client.
IMPACT ON BUSINESS VALUATION
SERVICES
Business valuations are required for a
variety of reasons: tax, m erger and
acquisition, litigation, and financial
re p o rtin g . W hen a CPA firm p er
forms audit, attest, or review services
for a public or nonpublic client and
valuation issues affecting the financial
statements arise, what are the limita
tions for employees of the CPA firm
on performing valuation services?
Several areas o f GAAP may
require valuation services to properly
reflect the balances of assets on a
c o m p a n y ’s fin a n c ia l statem en ts.
They include:
• SFAS 123— F air value o f
employee stock options
• SFAS 133—Fair value of deriva
tives
• SFAS 141—Allocation of the pur
chase price in a business combi
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Providing Litigation and Dispute Resolution Services to an
Attest Client: Q&A
The following examples are intended to provide some guidance to the CPA who is
considering providing litigation or dispute resolution services to an attest client:

Can the CPA conduct an internal investigation or fact-finding?
Yes, provided there is no influence from outside legal counsel. This specific situ
ation is discussed in the SEC Final Rule and the CPA may find additional guid
ance contained in the Final Rule.

Can the CPA firm conduct an investigation as to any accounting improprieties?
Yes, that would be considered to be part of the normal scope of an audit assign
ment. Should the investigation result in a situation in which the CPA may have
to defend the attest work or should the evidence suggest SEC violations, the
CPA should consult legal counsel and may find additional guidance in the SEC
Final Rule on Auditor Independence.

Can the CPA firm be retained either by a corporation or partnership in a corporation or
partnership dispute or by one of the shareholders or partners?
Probably not as the CPA would have a conflict of interest, thus impairing the
member’s integrity and objectivity. The CPA would also encounter difficulty in
complying with the general requirements of paragraph 2 of the proposed Inter
pretation 101-3 for performing non-attest services.

Could the CPA firm be retained in a litigated matter by counsel representing an attest client?
Probably not. Even if the CPA complies with the general requirements of para
graph 2 of the proposed Interpretation 101-3, the CPA’s creditability, integrity,
and objectivity may be impaired in the eyes of the trier of fact.

Can the CPA provide insurance appraisal (business interruption) services for an attest client?
Probably not. Even if the CPA complies with the general requirements of para
graph 2 of the proposed Interpretation 101-3, the CPA’s creditability, integrity,
and objectivity may be impaired in the eyes of the trier of fact.

n a tio n (in c lu d in g in ta n g ib le
assets and goodwill)
• SFAS 142—Fair value of goodwill
(impairment)
In addition, certain transactions,
such as corporate stock redemptions
an d ESO P-share valuations, may
affect the attest client’s financial state
ments and involve valuation issues.
In general, in dependence stan
dards prohibit auditors from testing
their own valuation work when the
work has a m aterial effect on the
financial statements. The proposed
revision to In te r p re ta tio n 101-3
specifically m entions valuation ser
vices p ro v id e d to a tte s t clien ts.

Accordingly, full service accounting
firms that provide attest services and
have client financial statements with
valuation issues such as those m en
tioned above need to consider care
fully what valuation work they may
perform while m aintaining auditor
independence.
A guiding principle for the audi
to r o f a nonpublic co m p an y is
whether he or she is testing the valu
atio n w ork p e rfo rm e d by o th e rs
within the firm when that work has a
material effect on the attest client’s
financial statem ents. A uditors of
public com panies, m ust follow the
more restrictive SEC rule, which has
3
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Providing Business Valuation Services to an Attest Client: Q&A
The following illustrations provide some guidance to the CPA firm that is consid
ering providing valuation services to an attest client. The examples assume the
issues have a material effect on a nonpublic attest client’s financial statements.

Can the CPA firm make the allocation of the purchase price in a business combination
under SFAS 141?
No. The client or an outside valuator will need to make the allocation while
the auditor tests th at work.

Can the CPA firm do the goodwill impairment calculations under SFAS 142?
The auditor may be able to perform th e Step 1 te s t under SFAS 1 4 2 for
impairment as part of the a tte s t function, but may not do the Step 2 te s t for
the amount of the impairment. The client or an outside valuator will need to
perform the Step 2 work and the auditor will te s t it.

Can the CPA firm value the shares of an attest client held in an ESOP?
No, when the value of the shares has a material effect on the company’s
financial statem ents.

Can the CPA firm value the attest client's shares in a corporate stock redemption?
No, when the value of the shares has a material effect on the company’s
financial statem ents.

Can the CPA firm value the attest client's shares in a sale between tw o individuals?
Yes, since the valuation has no material impact on the company’s financial
statem ents and as long as integrity and objectivity are maintained.

Can the CPA firm determine the value of a covenant-not-to-compete for an attest client?
No, not when the value of the covenant is material to the financial state
ments.

Can the CPA firm perform a tax-only valuation for the attest client or the client's
employee?
Yes, valuations performed for nonfinancial statem ent purposes are permitted
provided the second general requirement of the proposed interpretation is met,
as long as integrity and objectivity are maintained, and the results of the tax
valuation have no material effect on the financial statements.

Can the CPA firm value the shares of an attest client for the client's employeeshareholder in a divorce proceeding?
Probably not. Even though independence is not impaired under the revised
Interpretation 1 0 1-3 , the CPA firm ’s objectivity may be impaired in some sit
uations especially when the employee owns a significant amount of the com
pany’s stock. Objectivity could be impaired while performing the valuation
services because of the clien t’s potential dissatisfaction with the valuation
results and possible threat of dismissal of the firm as auditor. In addition,
the trier of fact in the divorce m atter may determine the appraiser is not
independent and objective because of the relationship. Also, appraiser inde
pendence under business valuation standards of some valuation organiza
tions may be impaired if the CPA is obligated to follow them.

4
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no m ateriality limitation. The SEC
rule prohibits all valuation services to
a public audit client unless it is rea
sonable to conclude that the results
of the valuation services will not be
subject to audit procedures during
the audit of the financial statements.
As previously discussed, CPA firms
must also follow paragraph 2 of the
general requirem ents of proposed
In te rp re ta tio n 101-3 in providing
any n o n -a tte s t services to a tte s t
clients. For some privately held com
panies, it may n o t be possible to
obtain the client’s acceptance of the
req u ired responsibilities specified
therein.
The revision to Interpretation 1013 is expected to state “Independence
would be impaired if a member per
forms an appraisal, valuation, or actu
arial service for an attest client where
the results of the service, individually
or in the aggregate, would be mater
ial to the financial statements and the
appraisal, valuation, or actuarial ser
vice involves a significant degree of
subjectivity.” Since business valua
tions generally require a significant
am ount of subjectivity, most valua
tions of business interests or financial
assets and liabilities can be expected
to fall under this provision.
Some guidance for CPA firms that
provide valuation services to attest
clients is offered in the “Q&A” sidebar at left. These sidebar discussions
encompass various issues in addition
to independence.
N ote th at the focus o f this dis
cu ssio n is o n a u d ito r i n d e p e n 
dence, which arises in this context
at the time the auditor tests the val
u a tio n w ork o f m e m b e rs o f th e
sam e firm (called self-review risk).
Auditor in d ep en d en ce is different
from appraiser independence as the
fo rm e r arises from testin g o n e ’s
own work. T he AICPA’s proposed
revision to In te r p re ta tio n 101-3
relates to how valuation services
affect a u d ito r in d ep en d e n ce and
does n o t address ap p raiser in d e 
pendence.

Sum m er 2 0 0 3

CONCLUDING CAVEATS
Although the professional requirement
for auditor independence has been
established for a very long time, recent
events have caused a shift to more strin
gent interpretations of what constitutes
independence. CPA firms need to eval
uate carefully whether non-attest ser
vices they provide to attest clients
impair their independence under the
stricter interpretations.
In addition, even though AICPA
standards do n ot require indepen

CPAExpert

dence when providing litigation or
dispute resolution services and busi
ness valuation services to non-attest
clients (objectivity and integrity are
required according to the Statement
on S tandards for C onsulting Ser
vices), litigation and appraisal ser
vices practitioners need to be aware
of external expectations for indepen
dence in these areas from the public,
courts, and gov ern m en t agencies
when providing opinions in testi
mony and reports to third parties. X

ANALYZING REMAINING USEFUL LIFE
FOR IP CONTROVERSIES
By R obert F. R e illy , C P A /A B V
In th e c u r r e n t in fo rm a tio n age,
CPAs are increasingly asked to per
form intellectual property (IP) analy
ses re la te d to v a lu a tio n , lost
p ro f its /e c o n o m ic dam ages, an d
transfer price. Trade secrets are one
of the four types of IP. (The three
o th e r types are tradem arks, copy
rights, and patents.)
In defining trade secrets, Black’s
Law Dictionary (7th ed.) parallels the
la n g u a g e o f th e U n ifo rm T ra d e
Secrets Act:
A formula, process, device, or other
business information that is kept confi
dential to maintain an advantage over
competitors; information— including a
formula, pattern, compilation, program
device, method, technique, or process—
that (1) derives independent economic
value, actual or potential, from not
being generally known or readily ascer
tainable by others who can obtain eco
nomic value from its disclosure or use,
and (2) is the subject o f reasonable
efforts, under the circumstances, to main
tain its secrecy.
Even CPAs experienced in patent,
tradem ark, and copyright analyses
may be unfamiliar with trade secrets
v aluation, dam ages, an d tran sfer
price analyses.

A valuation analysis estim ates a
defined standard (or type) of value
for the use or exchange of a trade
secret, a collection of trade secrets,
or certain specified legal rights in a
trade secret. An economic damages
analysis q u an tifies h isto rical lost
p ro fits a n d / o r a p ro sp e c tiv e
decrease in value suffered by a trade
secret. And, a transfer price analysis
e stim a te s th e fa ir, a r m ’s-len g th
license fee o r royalty rate for the
license of specified rights in a trade
secret.
CPAs often perform IP analyses
for purposes of:
1. Transaction pricing and structur
ing o f a sale, license, o r o th e r
transfer.
2. Financing collateralization for a
secured loan o r sale/leaseback
transaction.
3. Taxation planning and com pli
a n c e , in c lu d in g gift, e sta te ,
incom e, transfer, and property
taxes.
4. C o m m e rc ia l e x p lo ita tio n fo r
use, developm ent, exploitation,
co m m ercializatio n , an d o th e r
licenses.
5. Litigation and controversy related
to infringement of patents, trade
marks, and copyright, and misap

Michael A. Crain, CPA/ABV, ASA, CFE is
managing director of The Financial Valua
tion Group’s office in Fort Lauderdale,
Florida. He is a current member of the
AlCPA’s Business Valuation Subcommittee
and a past member of the Litigation and
Dispute Resolution Services Subcommit
tee. He can be reached at mcrain@fvginternational.com.

Michael G. Ueltzen, CPA, CFE is the man
aging partner of Ueltzen & Company, LLP,
Sacram ento, California. He is a current
member of the AlCPA’s Litigation and Dis
pute Resolution Subcommittee. He can be
reached at mueltzen@ueltzen.com.

p ro p riatio n o f trade secrets, as
well as breach of contract, bank
ruptcy, lender liability, family law,
and other claims.
6. Management information, includ
ing intellectual property develop
m ent and protection.
All of these types of IP analyses
involve procedures for estim ating
the rem aining useful life (RUL) of
the subject trade value, value decre
ment, lost historical/future income,
transfer price, or royalty rate.
Because of th e ir legal reg istra
tion and overt commercial use, it is
relatively straightforw ard fo r the
CPA to estimate the RUL of patents
(up to 20 years from ), tradem arks
(indefinite), or copyrights (up to 15
years after death of another applica
tion date). It is m ore challenging
for the CPA to estimate the RUL of
a tra d e se c re t. U n lik e o th e r IP,
trade secrets are not registered with
a governm ent agency. And, unlike
o th er IP, the ow ner-operator’s use
o f a trade secret is, by definition,
confidential.
T h is d iscu ssio n p re s e n ts a
methodology for estimating the RUL
o f trade secrets, which is properly
referred to in the professional litera
ture as the analytical method. Using
the analytical m ethod, a CPA can
estimate the RUL of a trade secret
indirectly, by examining the history
of the creation and retirem ent of the
tangible docum entation related to
the subject trade secret.
CPAs can use th e an aly tical
5
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m eth o d to estim ate the expected
total life of a new trade secret, the
expected average RUL of an in-use
trade secret, and the expected RUL
o f an individual trade secret func
tioning within a group of com m er
cial trade secrets.

TRADE SECRET DOCUMENTATION
The analytical m ethod works particu
larly well with regard to trade secret
d o c u m e n ta tio n . A lth o u g h tra d e
secrets are confidential, owner-oper
ators typically docum ent their trade
secrets for various commercial pur

RUL Analysis in Reporting Entity Profitability
and Value
By Frank Carr, ASA

G enerally accepted accounting principles (GAAP)
require the valuation of intellectual property in several
circumstances. An integral part of virtually all intellec
tual property valuations is remaining useful life (RUL)
analysis. Therefore, GAAP, either directly or indirectly,
require the application of intellectual property RUL
analysis in a variety of circumstances.
The most common GAAP provisions that deal with
intellectual property are the Statem ent of Financial
Accounting Standards (SFAS) No. 141; Business Combina
tions, SFAS No. 142; Goodwill and Other Intangible Assets,
and Statement of Position (SOP) 90-7: Financial Reporting
by Entities in Reorganization Under the Bankruptcy Code.
SFAS 141
SFAS 141 addresses the purchase m ethod of account
ing for business combinations. It makes obsolete the
pooling-of-interest accounting m ethod that allowed car
ryover asset values and instead requires the use of the
purchase accounting m ethod in business combinations.
SFAS 141 p u rc h a se a c c o u n tin g re q u ire s th a t all
acquired assets (including intellectual properties) be
reported on the new combined entity’s balance sheet at
fair value.
Intellectual pro p erties should be analyzed as to
whether they are contractual or separable. And, intel
lectual properties should be analyzed as to w hether
they have a determinable RUL. Intellectual properties
with a determinable RUL are to be amortized over that
period. RUL analysis is therefore required under SFAS
141 for intellectual property valuation and amortization
purposes.
SFAS 142
SFAS 142 addresses the accounting and re p o rtin g
requirem ents for goodwill and other intangible assets
(including intellectual properties) subsequent to the
business combination. A key provision of SFAS 142 cov
ers the circumstances under which an intellectual prop
erty should be am ortized. Intellectual properties of

6

poses. Such purposes include prod
uct production m anagem ent/sched
uling, product/service quality con
trol, employee training, and the like.
While this docum entation is often
m aintained in secrecy, it typically
does exist.

SFAS 142 with finite useful lives should be amortized.
This requires a RUL analysis for each asset. In addition,
SFAS 142 requires the revaluation and attendant RUL
analysis for intangible assets in conjunction with annual
goodwill im pairm ent analysis. T herefore, SFAS 142
requires an RUL analysis for goodwill valuation and
intellectual property amortization purposes.
SOP 9 0 -7
AICPA Statement of Position (SOP) 90-7 covers finan
cial reporting by entities in reorganization under the
bankruptcy code. Under certain circumstances, organi
zations coming out of bankruptcy are allowed to engage
in so-called “fresh-start accounting.” Fresh-start account
ing requires that the reorganization value of the emerg
ing entity be allocated among its tangible and intangible
assets (somewhat like SFAS 141, only without goodwill).
Intangible assets (including intellectual properties) are
to be valued and separated into assets with (1) deter
minable lives and (2) indefinite lives. This is another
instance when RUL analysis is required for intellectual
property valuation and reporting purposes.
O ther GAAP provisions that deal with intellectual
property valuation and (therefore) that require a RUL
analysis are:
• SFAS No. 144: Accountingfor Impairment or Disposal of
Long-Lived Fixed Assets
• SFAS No. 147: Acquisition of Certain Financial Institu
tions
• Emerging Issues Task Force Issue No. 02-17: Recogni
tion of Customer Relationship Intangible Asset Acquired in
a Business Combination
• FASB C oncept S tatem ent No. 7: Using Cash Flow
Information and Present Value in Accounting Measure
ments
The recognition of intellectual property importance
o f reporting entity profitability and value led to the
SFAS 141 and SFAS 142 changes in accounting princi
ples. As this process becomes more complex, it is likely
that there will be additional changes to accounting
principles to address intellectual property valuation
and RUL analysis. X
Frank C. Carr, ASA, is a principal in the Chicago office of
Willamette Management Associates. He can be reached at 7733 99-4333 or fccarr@willamette.com.
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m ent is retired. It is not im portant
w h eth er the trad e secret becam e
functionally or technologically obso
lete, fell out of consumer favor, was
declared illegal, and so on. The only
c o n s id e ra tio n in th e an aly tical
method is that the trade secret docu
m ent is either in use or is retired.
A ccordingly, th e an a ly tica l
m ethod is a very objective methodol
ogy for the CPA to estimate IP RUL.
In a d d itio n , it is an u n b ia s e d
methodology in that it equally con
siders all reasons why the IP docu
mentation was retired.

Graph 1: A Typical Survivor Curve

Age of the Trade Secrets Documents
(typically in years)

E x am ples o f p r o d u c t/p ro c e s s
trade secret docum entation include
food product recipes, product chem
ical formulations, product engineer
ing drawings, p ro d u c tio n process
schematics, process flow charts, plant
layouts and designs, distribution sys
tem drawings/mylars, com puter soft
ware programs, clothing and other
product patterns, blueprints, labora
tory notebooks, system flowcharts
and diagram s, em ployee manuals,
user/p ro ced u re manuals, customer
file contents, and so on.
Each of these types of documenta
tion is the tangible em bodim ent of
the ow ner-operator’s trade secret.
And, each o f these types o f trade
secret documents has IP content.
PLACEMENT AND RETIREMENT
Each p ro d u c t/p ro c e s s /p ro c e d u re
documentation is created at a specific
point in time. For purposes of the
analytical method, we call that docu
ment creation date a placement. And,
each type of product/process/proce
dure docum entation can be retired
or replaced at a specific point in time.
W hether the seasoned docum ent is
sim ply no lo n g er used or p erm a
nently rep laced with a new docu

ment, we call that event a retirement.
The basis of the analytical method
is th e statistical analysis o f trad e
secret d o cu m en t placem ents and
retirements. A docum ent placement
represents an event when a particu
lar trade secret came into use by the
owner-operator. A docum ent retire
m ent represents an event when the
ow n er-o p erato r d isco n tin u ed the
c u rre n t use o f a p a rtic u la r trad e
secret. By analyzing the historical
placements and retirements of trade
secret docum entation, the CPA can
estim ate the expected RUL o f the
related trade secret IP.
By analyzing the placements and
retirements of supporting documen
tation, the CPA can assess the owneroperator’s actual use of the underly
ing tra d e se c re t. W hen th e
o w n er-o p erato r re tire s the d o cu 
ment, the trade secret is no longer in
use. (For this reason, a retirem ent
should represent a discontinuation
of that docum ent and not simply an
u p d a te o r m in o r m o d ific a tio n .)
When the trade secret is retired, it is
no lo n g e r g e n e ra tin g ec o n o m ic
income for the owner-operator.
The analytical method is indiffer
en t to why the trade secret docu

THE ANALYTICAL METHOD
In the analyst’s vernacular, the ana
lytical m ethod is frequently called
the survivor curve method. The theory
of survivor curves was developed at
Iowa State University in the early
1900s. Survivor curves are used to
predict the mortality or decay of a
group of similar assets (for example,
IP) as the assets age. Survivor curve
theory is sim ilar to the m ortality
table theory used by actuaries to esti
mate hum an life span.
T h e an a ly tica l m e th o d is th e
process of predicting the behavior of
a group o f assets by fitting a “test
g ro u p ” o f th e actual asset p lace
m en ts/re tire m e n ts to various sur
vivor curves. Thus, by selecting the
survivor curve that best “describes”
th e p ast actu al decay o f th e test
group of assets, the analyst can esti
mate future behavior of each asset in
the group.
THE SURVIVOR CURVE
Graph 1 illustrates a typical survivor
curve. The x-axis represents the age
of the assets and the y-axis represents
the percentage of the original group
of assets that are still surviving at a
given age. For example, at age equal
to zero years, 100 p e rc e n t o f the
group are surviving.
As time passes, the assets within
the group retire. Therefore, the per
centage of the group still surviving
decreases, creating the downward
sloping characteristic of the survivor
7
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accurately predicts a group’s behav
ior, it could be interpreted that “the
group’s newer assets will continue to
operate longer than its older assets
and will tend to have a longer rela
tive expected life.”
The ultimate purpose of an RUL
analysis is to assign a specific
“rem aining life” to each asset (for
exam ple, each trad e secret d o cu 
m en t) w ithin th e g ro u p . RUL is
d e fin e d as th e a m o u n t o f tim e
before an asset will be retired. An
example of how RUL could be inter
preted would be to state that, “docu
m ent num ber 123456 is expected to
rem ain in active use for two and a
half m ore years.” In that case, two
and a half years is the RUL of docu
m ent num ber 123456.

Graph 2: The Probable Life Integral

Age of the Trade Secrets Documents
(typically in years)

curve. A survivor curve can be any
m athem atical function o f age that
can accurately (and logically) depict
the asset group’s mortality.
The age at which 50 percent of
the original g ro u p still survives is
defined as the group’s “average life.”
That is, a new asset (an asset created
at any given tim e) would have an
expected life of the average life of
th e g ro u p . In reality , assets are
“active” (that is, assets are in current
use) across a wide range of possible
time units. However, the expected
life (that is, the mean time that the
asset is in current use) is the average
life for the group.
There are three basic types of sur
vivor curves: left m ode, symmetric,
and right mode. A left mode survivor
curve depicts a group that retires at a
faster rate before the average life
than it does after the average life is
reach ed . In o th e r words, if a left
mode survivor curve accurately pre
dicts a group’s behavior, it could be
in te rp re te d as “the g ro u p ’s older
assets will continue to operate longer
than its newer assets and will tend to
have a longer relative life.” A sym
metrical survivor curve predicts that
the assets within a group will retire at
8

a similar rate at any given relative
age on e ith e r side o f the g ro u p ’s
average life.
A right mode survivor curve is the
opposite of the left m ode survivor
curve. An asset that has reached the
g roup’s average life tends to decay
faster than an asset that has yet to
re a c h th e average life. In o th e r
words, if a right mode survivor curve

THE PROBABLE LIFE CURVE
An im portant procedure in estimat
ing RUL is to calculate the “probable
life” for each asset within the group.
Probable life is the age at which an
asset would retire, given that it has
already reached its current age. By
subtracting the c u rre n t age o f an
asset from its probable life, the asset
RUL can be estimated as follows:
RUL = Probable Life minus Current Age

Graph 3: A Typical Probable Life Curve

Age of the Trade Secrets Documents
(typically in years)
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Table 1: Illustrative Example of Percent Surviving Table
Documents Exposed
to Retirement
at Beginning
of Interval

Number of
Documents
Retired During
Interval

Retirement
Rate (%)

Percent
Surviving at
Beginning
of Interval

1

305

27

8 .8 5 2

1 0 0 .0 0 0

2

244

12

4 .9 1 8

9 1 .1 4 3

3

207

12

5 .7 9 7

8 6 .6 6 5

4

179

7

3 .9 1 0

8 1 .6 4 1

5

164

7

4 .2 6 8

7 8 .4 4 8

6

149

5

3 .3 5 5

7 5 .0 9 9

7

135

5

3 .7 0 3

7 2 .5 7 9

8

122

3

2 .4 5 9

6 8 .8 9 1

9

114

3

2 .6 3 1

6 8 .1 7 2

10

106

1

0 .9 4 3

6 6 .3 7 8

11

95

0

0 .0 0 0

6 5 .7 5 2

12

91

10

1 0 .9 8 9

6 5 .7 5 2

13

76

1

1 .3 1 5

5 8 .5 2 6

14

72

2

2 .7 7 7

5 7 .7 5 6

15

68

0

0 .0 0 0

5 6 .1 5 2

16

62

1

1 .6 1 2

5 6 .1 5 2

17

54

2

3 .7 0 3

5 5 .2 4 6

18

7

1

1 4 .2 8 5

53 .2 0 0

19

6

0

0 .0 0 0

4 5 .6 0 0

20

6

2

3 3 .3 3 3

4 5 .6 0 0

Periodic
Interval
(in years)

T he m athem atical definition of
the probable life of a given asset is
the area u n d e r the survivor curve
(that is, using calculus, the integral)
to the right of the current age of that
asset. Every survivor curve has a cor
responding probable life curve.
F or any asset (fo r ex a m p le , a
tra d e s e c re t d o c u m e n t) th a t is
already x years old, this relationship
can be summarized as follows:
∞

Probable Life of the =
Trade Secrets Document

∫

Survivor
Curve

X

Graph 2 illustrates the relationship
between percent surviving and proba
ble life. The probable life of an asset
at age x years is the area under the
curve that is inside the shaded area
(that is, to the right of x years).
By solving for the probable life in
the equation above for all possible
asset ages, a probable life curve can
be constructed. A typical survivor

curve and its corresponding proba
ble life curve are illu s tra te d on
Graph 3.
To determine the probable life of
an asset that is already z years old
using Graph 3, the CPA first locates z
years on the x-axis and finds the corre
sponding point on the survivor curve.
Then, the CPA draws a line parallel to
the x-axis to the point of intersection
with the pro b ab le life curve. T he
probable life is obtained by moving
down the y-axis to the n u m b er of
years on the x-axis. Graph 3 illustrates
the probable life (point PL) o f an
asset that is already z years old.
The RUL of the particular asset
(for exam ple, the particular trade
secret docum ent) can then be esti
m ated by using th e fo rm u la p re 
sented above.
Several sets (or series) of survivor
curve m athem atical functions are
g e n e ra lly u sed in th e analy tical

method. These functions include:
1. Iowa State University m odified
Pearson-type frequency functions.
2 Weibull distribution functions.
3. Gompertz-Makeham distribution
functions.
4. H -curves (a single p a ra m e tic
series of curves derived by truncat
ing a normal probability distribu
tion).
5. Polynomial (least squares regres
sion fitting) functions.
The CPA should consider all of
these mathematical functions when
selecting the best fitting survivor
curve relative to a specific set of assets.
In summary, by selecting a sur
vivor curve th at best explains the
past decay perform ance of a group
o f assets, the fu tu re decay o f the
asset group can be predicted. From
the predicted decay curve, the RUL
of each individual asset within the
group can be estimated.
RUL ANALYSIS PROCEDURES
T he p ro c ed u re used to select the
m ost appropriate survivor curve is
called curvefitting. The basic concept
is to find the standardized survivor
curve that best explains the actual
age/life decay pattern of the subject
asset group. The CPA can use the
following procedures to select the
best fit survivor curve:
1. S elect a sam ple p o p u la tio n o f
retired assets (that is, trade secret
docum ents no longer in active
use): A random selection of the
most recently retired assets is gen
erated. The data needed from the
selected sam ple are the p lace
m e n t date an d th e re tire m e n t
date of each retired asset.
This inform ation is usually
obtained from a com puter data
base, inspection o f the subject
intellectual property inventory, or
discussion with the owner-opera
tor m anagement. Because differ
e n t types o f trad e secrets have
vastly different lives and survivor
curves, th e sam ple sh o u ld be
homogeneous and representative
of the subject being estimated.
9
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2. Select an active asset (that is, a
trade secret docum ent in current
use) sample population. The CPA
can generate a random selection
of all active assets. The informa
tion needed for the actual asset
sam ple is th e asset p la c e m e n t
date. Again, this inform ation is
usually gathered from a computer
database, inspection of the sub
je c t intellectual property inven
tory, o r d iscu ssio n s w ith th e
owner-operator management.
3. Create the survivor table by using
the retired asset and active asset
age/life data described above. A
survivor table presents the per
cent surviving of the sample asset
group at a given age. Table 1 pre
sents a typical survivor table. The
percent surviving at a given age x
years is calculated as follows:
Percent
Surviving
at Age
x years

Percent
Surviving
at Age
( x - 1) years

X

1 - Retirement
Rate at Age
(x) years

The retirem ent rate at any age
is th e ra tio o f th e n u m b e r o f
assets that retired during the age
interval divided by the num ber of
assets exposed to retirem en t at
the beginning of the age interval.
The num ber of assets exposed to
retirem ent is simply the num ber
o f actual assets (th a t is, in-use
trade secret docum ents) at the
beginning of the age interval.
For exam ple, with regard to
table 1, let’s assume that:
0. At age interval 5, the percent
surviving is 78.448%.
b. At age interval 5, the re tire 
m ent rate is 4.268%.
C. Then, the percent surviving at
age in terv al 6 is (78.444% )
times (1 - 4.268%) = 75.099%.
4. Plot the actual survivor table: By
selecting the pairs of coordinates
(x,y), where x is the age (the first
column in the table) and y is the
percent surviving (the last column
in the table), an “actual” survivor
curve is plotted. This “actual” sur10

Graph 4: Illustrative Example— Stub Period Curve Fitting
Procedure

Age of the Trade Secrets Documents
(typically in years)

vivor curve is illustrated by the “P”
markings on graph 4.
5. Select the best fit standardized
survivor curve: All standardized
survivor curves are p lo tte d on
the same graph as the “actual”
(th a t is, actual survivor table)
survivor d ata describ ed above.
T hese stan d ard iz ed curves are
called the ideal curves. The dif
ference between the actual per
cent surviving (from the actual
survivor table) and the ideal per
cent surviving is the fitting error
at each age.
By summing all the squares of the
fitting errors for a curve, a ranking
facto r d escrib in g th e “fit” o f the
curve can be ascertained. The errors
are sq u a re d b o th to rem ove th e
“cancelling” effect of negative fitting
errors and to put more emphasis on
large errors.
T h e curve fittin g p ro c e d u re
described above is represented by
the following formula:
Ranking
Factor

n

=Σ
i =1

2
Survivor Table (age
(minus)
Survivor curve (age

where n is the num ber of entries in
the survivor table selected for the

curve fitting procedure. The method
described above is called a stub period
fitting and is illustrated in Graph 4.
All potential standardized survivor
curves are fitted over a logical range
of average lives. And, a ranking fac
tor is assigned to each curve fitting.
T he best fit standardized survivor
curve is th e survivor curve at the
specified average life th at has the
smallest ranking factor. This proce
dure is referred to as minimizing the
sum of the squared errors.
As each sta n d a rd iz e d survivor
curve is fitted, a correlation coeffi
cient is determined. The correlation
coefficient is a ranking from -1 to
+ 1. T h e c o r re la tio n c o e ffic ie n t
describes how well the standardized
survivor curve fits the actual survivor
table. A correlation coefficient of +1
suggests that the standardized sur
vivor curve at the average life fitting
accurately predicts the asset sample’s
actual past decay-rate activity.
Once a best fit standardized sur
vivor curve is selected, the CPA may
estimate the RUL for all active assets
using the RUL procedure described
above. T h e RUL re p re s e n ts th e
remaining num ber of years that the
ow ner-operator will expect to use
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(a n d receiv e e c o n o m ic b e n e fit
from ) the trade secret docum ent.
T h u s, it is th e a p p r o p ria te tim e
period for an economic analysis of
that particular IP.
SUMMARY AND CONCLUSION
CPAs are routinely asked to perform
IP valuation, damages, and transfer
price econom ic analyses. And, this
p h e n o m e n o n will only b ec o m e
m ore com m on as m ore companies
and industries becom e intellectual
property-intensive and as a greater
p ercen tag e o f m ost business and
stock values is explained by IP (ver

FYI
MULTIPLE ENTRY POINTS
FOR ABV CREDENTIAL
T he AICPA has im p lem en ted the
M u ltip le E n try P o in ts System
(MEPS) in awarding the Accredited
in Business Valuation (ABV) creden
tial. The MEPS is designed to create
co n sisten cy in q u a lific a tio n an d
entry requirem ents am ong AICPAsupported specialty credentials and
to make the credential more accessi
ble to a broader range of practition
ers, some of whom might hold a cre
d en tial from a n o th e r accrediting
organization.
T he BV S ubcom m ittee labored
intensively to develop a MEPS pro
posal that would gain the approval of
the National Accreditation Commis
sion (NAC) and preserve the integrity
and position of the ABV in the mar
ketplace. T h e p ro p o sal has b een
approved by the NAC and applies to
all candidates for the ABV credential
beginning January 1, 2003.
To o b ta in th e ABV c re d e n tia l
un d er the MEPS, a candidate must
hold a valid and unrevoked CPA cer
tificate and accumulate a total of 100
points. P oints m ust be e a rn e d in
three distinct areas:
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sus tangible asset) commerce.
C o m m only, IP co m p rises th e
principal targ et assets in m ergers
and acquisitions, the most valuable
assets in bankruptcy estates, the col
lateral for commercial financing, the
subject of m ajor litigation, and the
source of corporate strategic com
mercialization opportunities.
Estimating the IP RUL is an impor
tant com ponent o f each type of IP
economic analysis. For trade secrets
IP, it is often possible for the CPA to
estimate the RUL of the tangible doc
umentation of the trade secret.
In using the analytical method for

estimating the RUL of trade secret
docum ents, the CPA analyzes the
historical p lacem en ts an d re tire 
m ents of trade secret docum ents.
Unlike some other IP RUL methods,
the analytical m ethod provides the
CPA with a specific quantitative con
clusion and is objective and u nbi
ased with regard to d ata sources,
assum ing the sam ple was selected
well and was representative of the
subject trade secrets. X

EXPERIENCE (2 5 POINTS)
A candidate m ust dem onstrate sig
nificant involvem ent in at least 10
engagements or projects to m eet this
requirem ent. The term projects has
been added to recognize that CPA
valuators in industry generally do
n o t p ro d u ce w ritten reports. T he
aw ard in g o f p o in ts fo r p ro je c ts
makes the credential more accessible
to o u r in d u stry m e m b e rsh ip . A
detailed explanation of what type of
work qualifies for the experience
requirem ent is included in the ABV
H a n d b o o k , w hich can be dow n
lo ad ed from the AICPA Web site

a new entrant (unaccredited by any
other accrediting organization) must
pass the full day ABV examination to
m eet this requirem ent. Individuals
possessing a credential from another
accrediting organization are given
advanced standing for purposes of
satisfying the exam ination require
ment. CPAs holding the ASA creden
tial are deemed to have satisfied the
examination requirem ent. Individu
als holding the CVA, CBA, CFA, or
AM credentials can satisfy the exami
n atio n re q u ire m e n t by passing a
half-day e x a m in a tio n . T h e ABV
Examination Committee, headed by
Dr. Bill K ennedy, CPA/ABV has
developed a half-day exam ination
that combines the essential elements
of the full day examination, that is,
both m ultiple choice and problem
solving questions.
In addition to the requirem ents
m en tio n ed above, the MEPS con
tain s two a d d itio n a l ch a n g es
intended to make the ABV creden
tial more accessible. The first change
is c o n sisten t with th e CPA exam
m o d el; th a t is, th e e x p e rie n c e
requirem ent need not be m et as a
condition to sit for the examination.
A c a n d id a te may c h a lle n g e th e
exam ination and provide p ro o f of
experience at a later date.
T h e sec o n d ch a n g e c o n c e rn s
scheduling. Both the half-day and
full day exam inations will be com 

( w w w .aicpa.org/dow nload/abv/abv_handbook_
v7-5a_2003_NAC.doc).
LIFELONG LEARNING (25 POINTS)
To m eet this requirem ent, a candi
date must demonstrate attendance at
c o n tin u in g e d u c a tio n courses,
approved coursework or classroom
training, conferences, etc. specifically
in the valuation discipline. Points can
also be earned by presenting at quali
fying national or state conferences,
authoring books or articles on topics
of valuation interest, serving on quali
fying committees or task forces, and
no n -trad itio n al learning. Specific
details on po in t accum ulation are
included in the ABV Handbook.
EXAMINATION (5 0 POINTS)
Under the MEPS, a candidate who is

Robert F. Reilly, CPA/ABV, is a managing
director of Willamette Management Associ
ates, Chicago. He can be reached at 773399-4318 or rfreilly@willamette.com.
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puter-based and will be available for
a two-week p e rio d in N ovem ber
rather than on one day as has been
past practice. Every effort has been
made to make the ABV credential as
accessible as possible.
The BV Subcom m ittee feels the
changes made by way of implemen
tation of the MEPS in 2003 are for
ward thinking and will increase the
num ber o f candidates applying for
the credential.

MIAMI BEACH DUO
Two separate conferences will run
concurrently O ctober 2-3, 2003 at
the F o n tain eb leau H ilton Resort,
Miami Beach. The AICPA National
Conference on Advanced Litigation
Services will run concurrently with
the AICPA National Conference on
Fraud. Participants may attend ses
sions at b o th conferences for the
price of one conference.

T h e c o n fe re n c e s are re c o m 
m ended for 16 CPE credits. You can
e a rn an a d d itio n a l 8 c re d its at
optional sessions held on October 1.
If you register by August 15, 2003,
the m ember price is $720, a savings
of $75; by September 2, the member
price is $745, a savings of $50 on the
regular m em ber price of $795. To
register or for more information, go
to the store on the AICPA Web site
(www.aicpa.org) o r www.cpa2biz.com or call
888-777-7077; fax: 800-870-6611.

PHOENIX IN THE FALL
The AICPA Business Valuation Con
ference is on November 16-18, 2003,
at the Marriott Desert Ridge Resort &
Spa in Phoenix, Arizona. ABV creden
tial holders save $100 off the member
rate. To learn more about this confer
ence and other AICPA conferences,
please visit www.cpa2biz.com/conferences or
call 888-777-7077; fax: 800-870-6611.

ENHANCING STAFF SKILLS
Help your staff to excel in providing
business valuation services. H elp
them follow the “pathway” to success
fully obtaining the ABV credential.
P a rt o f th e pathw ay g en e ra lly
includes candidates taking the fol
lowing suggested CPE courses:
• Fundamentals of Business Valua
tion Part I (“FBV 1”)—Three day
course
• Fundamentals of Business Valua
tion Part II (“FBV 2”)—Three day
course
• ABV Examination Review Course
( “ABVE”) — Two day “rev iew ”
course
In terested participants for this
y e a r’s train in g should access the
AICPA’s Web site at www.aicpa.org/promo
tions/courses/groupstudylist.asp (type in ABVE,
FBV 1 or FBV 2). X
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